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HIGHLIGHTS 

1. We attach a $46 value to RJR with Nabisco spun off. We expect Icahn's slate, led by ex-G. 
Heileman CEO Tom Rattigan, to call for a special meeting {need 25% of holders) during the next 
90 days, at which they could seek to increase the Board from 8 to 18. At a special meeting, 

50% of those in attendance or via proxy must support the proposal; the top 10 finishers then 
go onto the Board. LeBow's slate, while unlikely to win, could allow shareholders to pick 
individuals from either slate. 

2. We see Icahn's best arguments as follows: RJR's stock price has 
underperformed Philip Morris by approximately (65)pp over the past two 

years; RJR's domestic market share remains at an all-time low; the risks of a court blocking 
a spinoff of Nabisco are low. We cannot find a single situation where a parent company with no 
judgments against it and the flexibility to satisfy all outstanding and contingent claims has ever 
been blocked by the courts from spinning off a subsidiary. 

3. We believe that RJR could preempt Icahn's moves by: (i) Raising the dividend immediately to 
Icahn's proposed $2.00, with a further increase to $2.25 possible in the Spring; (ii) 
Appointing someone prominent to the RJR Board to spearhead efforts to both structure an 
industry-wide legislative settlement and spin off Nabisco, with a 1997 year-end target date. 

4. The outcome of this fight depends largely on who investors perceive will do a better job - 
Icahn's slate or the current RJR Board - delivering on the four proposals in Icahn's 13-D: 

(i) Spin off Nabisco; (ii) Raise the tobacco dividend; (iii) Structure a legislative settlement; 
and (iv) Fix RJR's tobacco business. We believe Icahn's slate would complete the spin-off; on 
settlement, RJR wins; fixing Tobacco is a wash - Rattigan seems strong, but his Board lacks 
operating experience. 
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5. We doubt any court would block RJR from spinning off Nabisco; plaintiffs 
are unlikely to win sufficient lawsuits to bankrupt the industry. The 

tobacco companies' ability to raise prices on cigarettes to fund verdicts puts them in a different 
position than the manufacturers of products like asbestos and the Daikon Shield, which had to be 
removed from the market. 

6. With both the House and Senate controlled by Republicans for at least two more years, odds 
are better than 50% of an industry-wide legislative settlement by 1998. As odds of settlement 
increase, investors’ interest in this proxy fight may wane. A $6 billion per year settlement, 
financed by a $.25/pack price hike, could cost RJR ($.20)/share in earnings, but allow 
management to complete the Nabisco spinoff and cap litigation risks. Our model: 1986 
Childhood Vaccine Act. 

7. CEO Goldstone has 200,000 shares of restricted stock that only vest if the price of RN 
reaches $43.75 for any 30 consecutive day period before 12/31/98 (+21% CGR needed); this 
is an $8.8 million all-or-nothing incentive. We believe that an industry legislative 
settlement, followed by Nabisco spinoff, forms the core of Goldstone's plan to boost RJR's stock 
price. 

INVESTMENT CONCLUSIONS 

We reiterate our outperform rating on RJR. With the Election cloud now lifted, and with no 
new trials until April, we believe that all tobacco stocks, but particularly RJR, will move up 
sharply near-term: (1) RJR's Tobacco business is trading implicitly ($5/share) near its an 
all-time low -- 1.8x 1997E cash earnings of $3/share; implied yield of 30% at the current 
$1.45 Tobacco dividend ($.40 is from Nabisco); (2) Increased odds of an industry-wide 
legislative settlement should benefit RJR most, given RN's leverage to a given change in 
domestic tobacco value; (3) We expect RJR 1997E estimates to move higher in the weeks ahead 
— 1997E: $3.00E vs. $2.94 consensus — fueled by better operating performance at Nabisco 
and International Tobacco, a lower tax rate, and lower interest expense; (4) Given the 
likelihood of a special meeting, we expect RJR to communicate to its shareholders over the next 
few weeks a clear path of how it intends to unlock value. Our 12-month target price remains 
$37. 

ADDITIONAL DETAILS 

1. Can Icahn Win? The tcahn slate is likely to capitalize on RJR's record of underperformance 
over the past few years, and the reluctance of RJR's Board to complete the spinoff of Nabisco, 
despite scant evidence that a court would stand in the way of a spinoff if attempted, icahn lists 
four key value-unlocking initiatives in his 13-D: * Complete the spin-off of the 213.25MM 
shares of Nabisco (value $7.9 

billion) owned by RJR 

* increase the Tobacco dividend to $2.00 (the current implied dividend is 

$1.45, net of $.40 in Nabisco pass-through) 

* Commit to work toward an industry legislative settlement 

* Install Thomas Rattigan as new CEO (ostensibly to fix RJR's moribund 
tobacco business) 
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In his filing, icahn indicated that he might also try to call a special meeting 
to elect his slate of directors. Per the RJR by-laws, a special meeting can 
be called if requested by 25% of shareholders. Because RJR's directors are 
elected to one-year terms, the anniversary of which ends in April, 1997, we 
believe that a special meeting proxy fight would involve two questions: (i) 

Whether to add sufficient new members to effect a possible change in control — 

With eight current RJR Board members, at least 9 new Board seats must be added 
to effect a change in control; Icahn has included 10 names on the Rattigan 
slate; and (ii) The election of a slate of these 10 new Board members. While 
the RJR by-laws do not make it clear when the special meeting must he called 
— RJR 1 s by-laws Bay notice must be given to shareholders at least 10 and not 
more than 60 days before each meeting -- we believe that a special .meeting 
could be called within 60-90 days from when 25% of shareholders present 
requests for a meeting to RJR's Board Like the first consent solicitation on 
the spinoff, a vote to call a special meeting is not a vote for either slate; 
as such, we believe 25% of shareholders would elect to call a special meeting. 

Icahn's chances of winning this proxy fight may depend largely on perceptions about how well 
his slate can deliver on the stated objectives in his 13-D filing -- objectives that most 
investors would likely find compelling. On the spinoff issue, Icahn's slate may have the 
advantage, since Icahn implies in his 13-D that his slate is willing to take on the "ex-post" 
personal fraudulent conveyance risks associated with a spinoff. These post-spinoff risks only 
come into play if RJR's tobacco company cannot satisfy its claims during the next 7 years, 
which is the longest statute of limitations on fraudulent conveyance. Given (i) the industry's 
successful track record at trial - in 40 years, the industry has lost 2 of 24 trials for money 
damages; 1 reversed on appeal; (ii) the courts' tendencies to deny class actions in personal 
injury cases; and (iti) the industry's ability to raise prices or settle all claims if damages ever 
started mounting, we put very low odds on a post-spinoff fraudulent conveyance claim accruing. 
RJR management has indicated publicly that its concern is not post-spinoff fraudulent 
conveyance claims, but pre-spinoff injunctive risks. For the same reasons noted above, we 
attach low odds to a court blocking a spinoff. To stop a spinoff, plaintiffs would have to show 
that following a spinoff, RJR Tobacco would not be able to satisfy ali current and contingent 
claims. This outcome seems quite remote, since, again, the industry has built a dear record of 
success at trial; the industry has the ability to raise prices to cover increased legal expenses, 
and the industry can always settle. The major debate in the proxy fight ahead is likely to be 
spinoff now vs. spinoff later. 

On the dividend issue, investors may favor Icahn's position, although management could go on the 
offensive by raising the RJR dividend to $2.00 now before the proxy fight even begins, and then 
raise it to $2.25 or even higher in the Spring ($2.40 would be needed to match Icahn's $2.00 
Tobacco dividend, given $.40 share in Nabisco dividend pass-through). On the legislative 
settlement, RJR management likely has the advantage, since Icahn does not appear to have 
anyone on his Board with recognized legislative or judicial experience who could shepherd a 
legislative settlement. Again, RJR could try to steal some of Icahn's thunder by appointing 
someone to its Board now - or soon after the election - to spearhead a legislative settlement. 
We believe that RJR shareholders may be patient if they can see a clear path toward shareholder 
value enhancement. On the issue of which Board can better run RJR Tobacco, investors may 
conclude it’s a toss-up: While RJR's domestic market share continues to reach new lows, and 
Tom Rattigan has a strong consumer products background, with a solid track record at both 
Commodore and Heileman, no one on Icahn's slate appears to have much operating experience - 
let alone tobacco operating experience. 
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Current RJR Board 


Profession 


Steven F. Goldstone 
John T. Chain 
Julius Chambers 
John L. Clenendin 
Ray J. Groves 
John G. Medlin 
Rozanne L. Ridgway 
Dennis Kozlowski 


Chairman and CEO, RJR Nabisco 
EVE, Burlington Northern Railroad 
Chancellor, NC Central University 
Chairman, BellSouth Corp. 

Retired Chairman, Ernst & Young 
Chairman, Wachovia Corp. 

Co-Chair, Atlantic Council of the U.S. 
Chairman, Tyco International 


Icahn's Board 


Profession 


Thomas J. Rattigan 
Dewitt Bowman 
Ivan Burns 
Seymour Fliegel 
Paul Gibson 
Keith Gollust 
Robert Lawler 
Carlos Resendez 
Robert Slater 
Jack Wasserman 


Ex-CEO, Heileman Brewing Co,, ex-Pepsi 
Pension Consultant, ex-CALPERS 
International Consultant 
Sr. Fellow, Manhattan Institute 
Attorney, self-employed 
General Partner, Coniston Partners 
Attorney, Wibraham Lawler and Buba 
Exec Dir., Public Empl. Ret. Systems 
President, Jackson Consulting 
Sr.Partner, Wasserman Schneider Babb 
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